Abstract
Introduction

1.
One of the key economic and financial issues in the world involves the public offerings of shares and transfer of private to public ownership. This is often concerned by companies since there is a great deal of profit, tax cuts and access to lowcost financial resources. As a result, many companies in different countries venture into initial public offerings of their shares. During the public offerings, the corporate managers usually hold private information about the upcoming cash flow, investment opportunities and management skills. In contrast, investors are uncertain about the prospects of companies that for the first time offer their shares to the public. Due to such information asymmetry, the IPO companies are requested to publish a notebook containing the audited financial statements. The financial statements can help investors determine the price they want to pay per corporate share. For example, a 1999 study by Kim and Ritte in the United States showed that there is a significantly positive relationship between figures appearing in financial statements and stock price. However, these financial statements reflect the value of assets and liabilities, as well as identification of income and expenses, which in turn represent the optional choices under GAAP (Nile, Pursiow and Schiffer, 1995) . The data in financial statements serve to motivate the managers throughout the pricing process with accounting freedom to manage their earnings at IPO.
Problem statement
It is more risky to purchase the shares of new entrants to the stock market as compared to other companies; because they lack trading experience and relevant historical data (Firth, 1998) . This leads to information asymmetry between managers and investors.
Many people invest their savings in securities at IPOs, where some investors rely on the company's reported profits et al. ignore the performance indicators. Since the financial statements of listed companies are prepared based on GAAP and accruals, the managers may decide on the time for identification and calculation of income and expenses, thus taking advantage of the investor's negligence about the temporary increase of profits through accruals. This might in turn lead to earnings management. This study intended to clarify whether earnings management occurs during IPOs at the TSE, and how managers can apply the discretionary accruals before and after the IPOs.
Literature Review 2.
Haley and Vahlen (1999) defined earnings management as "judgment in financial reporting and organizing the transactions for modifying the financial statements aimed at misleading some of the shareholders about the key economic performances of the company or influencing the result of contracts relying on numbers reported by accountants." The key element of financial reporting includes cash flow from operations in addition to accruals that determines the accounting profits. The judgment on accruals can influence the specific earnings by replacing the identification of events and transactions where the respective cash flow takes place. When the accrual accounts increase during the current period, the managers of IPO companies can borrow in the incomes from another period aimed at manipulation without violating the accounting rules. An important feature of accrual-based earnings management is that the total accruals become based zero, because the total earnings during the corporate lifetime is supposed to be the total cash flow. As a result, any amount higher than normal accruals within a given period should be a value lower than the normal accruals during the other periods, so that managers of companies with poor prospects cannot overestimate the earnings from remote periods without the manipulations discovered. Therefore, it is expected that if the IPO companies exercise the accounting freedom, they will alter the financial statements relating to the public offering of shares. After all, the financial statements will leave the greatest impact on the decisions made by the contributors to the capital market (Peter Roosenboom et al., 2003) . However, the decision to increase short-term profits will be at the expense of long-term periods. That is because managers are forced to reverse the accrual accounts over the next periods so as to be able to sustain the inflated profits for an unlimited time. This will most likely work inversely for the companies with poor performance, because the companies with good performance are more likely to improve the cash flow without the need for overreporting. As a result, it is expected to guide the discovery of earnings management of outside investors through gradual understanding of the future earnings quality, thus assess the value of IPO companies inclining downwards, where they are engaged with accrual-based earnings management (Peter Roosenboom et al., 2003) .
Accruals
Jones (1991) defined accruals as the difference between earnings and cash flow from operations, dividing it into two categories which have been recognized by all the literature concerning the accruals.
A) Non-discretionary accruals Items created in the business model of companies and their operating environment without the involvement of a business unit management but rather created during the corporate business activities (1991) . B) Discretionary current accruals (DCA) Items created due to selection of accounting practices, discretionary allocations, management decisions and judgments and estimations. In other words, the amount and type of these items can vary from company to another, since they are affected by the selected procedures and policies adopted by the company. The more a manager is free to modify such items, there will more likely be impact the earnings (Francis, 2005 , Dechow et al., 1995 . Therefore, they can be used as an indicator to detect earnings management.
The accruals are separated into discretionary and non-discretionary through different methods, such as Hailie's model ), De Angelo's model (1994 ), Jones model (1991 , modified Jones Model (2004) and Industry Model (1995) (Dechow et al., 1995) . In this study, the earnings management at the companies listed in Tehran Stock Exchange was examined through the modified version of Jones model (1991) . The Jones model (1991) assumes that the accruals are subject to the real business of companies and thecriteria of each corporate activity is specified through the sales of the company. It is assumed in the modified Jones's Model that earnings management is manipulated by changes in the accounts receivable. It also assumes that all the changes in credit sales originate from earnings management (Dechow et al., 1995) .
Literature Review 3.
There are several studies demonstrating the application of earnings management in relation to the securities offered in the United States. Freedlan (1994) showed that IPO companies use the earning-boosting accruals in most of the financial statements in the prospectus initial offering of securities. Magnan and Pierre Kurmanbek (1997) reported that the IPO Canadian companies took well-measured and calculated steps to replace move data to forecast the reported earnings for discretionary accruals during the initial offering in the first year as a public stock company. Theo et al (1998) found that companies that report positive accruals in the first year will experience poor performance over the stock price in the next three years. Roosenboom et al. (2003) The findings also showed that managers of large companies used the accruals for lowering the corporate tax. Larger companies tend to carry out more earnings management. Mashayekhi et al. (2005) evaluated the role of discretionary accruals in earnings management at companies listed in Tehran Stock Exchange through the modified Jones model, founding out that companies applied earnings management. In fact, the managers of these companies attempted to increase earnings through discretionary accruals when there was reduction in the cash flow from operations, which reflects the poor performance of a business unit. In a study on the impact of earnings management on investment decisions at companies listed in Tehran Stock Exchange through the Acle Index, Mohammadi (2006) concluded that companies applied earnings management leading to presentation of unrealistic financial information. In a study titled "earnings management through activities effective in operating cash flow at companies listed in Tehran Stock Exchange", Dorosti (2006) showed that companies reporting lower annual earnings tend to manipulate real activities. These companies avoid reporting losses usually through price discounts (which temporarily increases sales) and higher production (which reduces the cost of goods) and curtail discretionary costs (which are dependent on the personal opinion of the management). It seems the companies also manipulate the actual operational activities so as to avoid reporting of low earnings. Mashayekhi and Safari (2006) evaluated the relationship between cash flow from operations of manufacturing companies listed on Tehran Stock Exchange and the behavior of discretionary accruals during 2000 to 2003. The results of this study suggested that when cash from operations is weak, companies tend to adopt strategies to increase profits. As for companies with good operational activity (on the basis of cash from operations), however, there is reduction in accruals. Nevertheless, they observed that a considerable number of companies with strong activity also tend to adopt the increased earnings policy, while some companies with excellent operating activities tend to have lower earnings policies.
In a research into earnings management at the time of initial public offerings at 30 IPO companies during 1999 to 2006, Ebrahimi Kordlar et al. (2006) showed that managers manipulated the corporate profits in the years before the initial delivery and the initial public offering year. In addition, the effect of earnings management on the long-term performance of IPO companies was examined to find out there is a relationship between discretionary current accruals over the first year and the long-term performance of share prices over the next three years.
Research Hypotheses 4.
Research questions
Since the admission terms of companies at the Tehran Stock Exchange involves their profitability in three consecutive financial periods, where certain companies differed in terms of admission year and IPO years, several questions arise:
1. Does earnings management at the Tehran Stock Exchange occur during IPOs like other developed stock exchange markets? 2. Does earnings management at the Tehran Stock Exchange occur during admission?
Research hypotheses
The research questions were answered through two hypotheses as follow:
Hypotheses of group one
First hypothesis: Iranian companies manage the earnings through the discretionary current accruals in the year prior to IPOs.
Second hypothesis: Iranian companies manage the earnings through the discretionary current accruals in the IPO years.
Third hypothesis: Iranian companies manage the earnings through the discretionary current accruals in the year after IPOs.
Hypotheses of group two
First hypothesis: Iranian companies manage the earnings through the discretionary current accruals two years prior to admission at the TSE.
Second hypothesis: Iranian companies manage the earnings through the discretionary current accruals one year prior to admission at the TSE.
Third hypothesis: Iranian companies manage the earnings through the discretionary current accruals in the admission year at the TSE.
Fourth hypothesis: Iranian companies manage the earnings through the discretionary current accruals one year after admission at the TSE.
Methodology
5.
This study focused on the initial public offering as the independent variable for the first group and on the admission to stock exchange for the second group of hypotheses. Moreover, it was the dependent variable intended for both groups of earnings management, where was measured through discretionary current accruals.
In this study, earnings management was measured through working capital accruals or current accruals. CA j,t = Ca j,t -Cl j,t -Cash j,t + STDEBT j,t CAj,t = total corporate current accruals Ca j,t= Changes in current assets Cl j,t = Changes in current liabilities STDEBT j,t=Changes in the current portion of long-term liabilities Cash j,t = Changes in cash After calculating CAj,t, the Jones model was used to estimate the factors 0, 1. CAj,t = total corporate current accruals TAj,t-1 = total assets in year t-1 REVj,t = change in sales revenue versus sales in year t minus the sales in year t-1 0, 1= Company-specific factors Then, the modified Jones model and the estimated parameters, and the discretionary current accruals were calculated using the following equations: DCAj,t= discretionary current accruals CAj,t = total current accruals REVj,t= changes in sales revenue versus sales in year t minus the sales in year t-1 TAj,t-1 = total assets in year t-1 ARj,t = change in accounts receivable and the accounts receivable in year t minus accounts receivable in year t-1 0, 1 = Company-specific factors
Statistical Population and Sample 6.
The population comprised all the companies listed on Tehran Stock Exchange during [2003] [2004] [2005] [2006] . Then, the following conditions and limitations were applied so as to select the qualified samples. Considering the F-value and significance level of over 0.05, the regression equation was proved. The Durbin-Watson statistic suggested there was no correlation between the components of regression model error (the values of this coefficient should be somewhere between 1 and 2.5). Normality hypothesis: If the regression hypotheses are true, the distribution of both regular and standardized residuals will be nearly normal. For that purpose, the Kolmogorov-Smirnov test was employed with the following results: Figure 1 . Graph for the standardized regression residuals
In this paper, earnings management was explored through the modified Jones model (Dechow et al. 1995 ). The hypotheses were tested through the student t-test. Since the criterion for earnings management was 0.15%, it should be within the confidence interval. The hypotheses were either proved or rejected based on two statistics. Firstly, the significance level of the test (sig) must be less than 0.05. Secondly, the confidence interval must meet the earnings management criterion. If two criteria in the hypotheses testing are true, then the hypothesis shall be proved. In research by Magnan, Kremier and Theo et al. (1997), and Theo et al (1998) , it was revealed that values of discretionary current accruals more than 1.5% of the total amount of assets represented earnings management. The data were analyzed through the SPSS.
Hypotheses testing of the first group:
First hypothesis: Do the Iranian companies manage the earnings through the discretionary current accruals in the year prior to IPOs? Second hypothesis: Do the Iranian companies manage the earnings through the discretionary current accruals in the IPO years?
Third hypothesis: Do the Iranian companies manage the earnings through the discretionary current accruals in the year after IPOs? As can be seen in the results of Table 7 , since the significance level is over 0.05 there is a significant relationship. Moreover, the confidence interval suggests that Iranian companies manage their earnings in the year prior to IPO, but not at the IPO year and the next years.
Hypotheses testing of the second group:
First hypothesis: Do the Iranian companies manage the earnings through the discretionary current accruals two years prior to admission at the TSE? Second hypothesis: Do the Iranian companies manage the earnings through the discretionary current accruals one year prior to admission at the TSE?
Third hypothesis: Do the Iranian companies manage the earnings through the discretionary current accruals in the admission year at the TSE?
Fourth hypothesis: Do the Iranian companies manage the earnings through the discretionary current accruals one year after admission at the TSE? As can be seen in the results of Table 8 , since the significance level is over 0.05 there is a relationship. Moreover, the confidence interval suggests that Iranian companies managed their earnings through discretionary current accruals two years prior to admission, but not in a year after admission.
Summary and Conclusions 8.
According to the first hypothesis, Iranian companies manage the earnings through the discretionary current accruals in the year prior to IPOs. The results of hypothesis testing showed that the companies managed their earnings in the year prior to initial public offering. In this respect, the majority of relevant studies around the world proved the hypothesis of earnings management one year prior to IPO. For instance, Friedlan (1994) , Theo et al.(1998) Roosenboom et al. (2003) and Ali Ebrahimi Kordlar, and Elham Hasani, Azar Dariani D (2006) .
According to the second hypothesis, Iranian companies manage the earnings through the discretionary current accruals in the IPO years. The results of hypothesis testing demonstrated that companies never managed the earnings during the IPO year. The results of IPO in the previous year were similar to those obtained by relevant studies.
According to the third hypothesis, Iranian companies manage the earnings through the discretionary current accruals in the year after IPOs. The results of hypothesis testing demonstrated that companies never managed the earnings after the IPO year. The results were therefore different from those obtained by the relevant studies.
Furthermore, Since the admission terms of companies at the Tehran Stock Exchange involves their profitability in three consecutive financial periods, where certain companies differed in terms of admission year and IPO years, this paper also concentrated on earnings management over the three consecutive financial periods leading up to admission. It was revealed that Iranian companies managed their earnings in all the three financial periods ending in admission, even though such earnings management did not occur over the next year. Evidently, since it is banned to sell deducted shares to be and research shows that there are no cheap IPOs in the Tehran Stock Exchange (Zeinab Haghbin, 2008) , it is more important for companies than initial offerings, which is why they tend to manage the earnings over the three years prior to admission to the TSE.
Recommendations based on the results
According to the results, there are several recommendations made below:
• The authorities formulating the standards and regulations ought to set standards and regulations for IPO reporting so as to minimize the possibility of manipulating the items leading to earnings management.
• The admission criteria at the Tehran Stock Exchange cover the profitability of companies over the last three years. It is better to employ other indicators that can barely been manipulated by the management to so to assess the company's performance and ultimately whether a company should be admitted or rejected at the TSE.
Suggestions for future research
Regarding the vital requirements in Iran and the fact that little research has so far been carried out about the newly arrived companies, there is a potential realm for further study on the following areas: 1. Effect of boom and bust cycles on the earnings management of new entrants to the Tehran Stock Exchange 2. Effective factors such as the type of auditors report, type of ownership, cost of capital and type of industry on the earnings management of new entrants 3. Evaluation of the efficiency of information market and its impact on corporate earnings management of new entrants to the Tehran Stock Exchange 4. Examining the role of auditing and regulatory mechanisms and its impact on earnings management of newly arrived companies at Tehran Stock Exchange 5. Further evaluating the results of the current research through comparing the results with those obtained by various models (Dechow and Eslen, Haley, De Angelo). 6. Considering the fact that this study examined the earnings management through manipulation of discretionary current accruals, the management earnings can be alternatively evaluated based on the timing of identification events. 7. Examining the classification of corporate components in financial statements for the years before and after admission to the TSE.
Research Limitations 9.
In this study, few samples were selected for examining the relationship between the Initial Public Offerings and earnings management. However, the use of more samples could have overshadowed the results.
